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Construction Contractors Industry
Developments— 2001/02

How This Alert Can Help You
This Audit Risk Alert can help you plan and perform your con
struction industry audits. The knowledge delivered by this Alert
can assist you in achieving a more robust understanding of the
business environment in which your clients operate— an under
standing that is more clearly linked to the assessment of the risk
of material misstatement of the financial statements. Also, this
Alert delivers information about emerging practice issues and in
formation about current accounting, auditing, and regulatory de
velopments.
If you understand what is happening in the construction industry
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert can assist you in making considerable strides in gaining that
industry knowledge and understanding it.
This Alert describes trends and issues facing most contractors in
m any of the construction markets in the country. National trends
and industry-wide benchmarks can help you identify unusual fi
nancial statement relationships at the planning or final review
stages of an audit. Once they are identified, you can direct your
audit attention to those areas. However, broad national trends
have their limitations. Keep in mind that your clients will be af
fected much more by local economic, political, and industry con
ditions that exist in the specific markets that your clients serve.
This Alert is intended to be used in conjunction with the AICPA
g en era l A udit Risk A lert — 2001/02 (product no. 022280kk).
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Construction Industry Overview
The construction industry consists of individuals and companies
engaged in diverse types of activities defined as construction in
the S tandard In d u stria l C lassification M anual. The construction
industry represents billions of dollars of economic activity, con
sists of several hundred thousand business entities w idely dis
persed throughout the United States, employs a large labor force,
and contributes a relatively constant percentage (approximately 5
percent) to the gross national product (GNP).
Are All Contractors Alike?
Not all contractors are alike. They offer different kinds of ser
vices; they have different capabilities. Consequently, the eco
nomic and audit risks associated w ith contractors vary. For
example, the business risks and issues facing residential home
builders may be very different from those encountered by con
tractors and subcontractors who w ork on com m ercial office
buildings. We have to consider the contractor within the context
of the market segment that he or she serves to better understand
the industry and what we need to know about it as auditors. This
Alert describes conditions for the following kinds of contractors.
• R esidential building. These contractors are engaged in the
construction of new single-family and multifamily residen
tial buildings. A number of contractors are involved strictly
in the remodeling and maintenance of residential build
ings.
• N onresidential building. These contractors specialize in the
construction of commercial buildings, such as offices and
industrial, retail, and lodging facilities.
• H eavy construction. These contractors are engaged in pro
jects that do not involve buildings, such as highways,
bridges, dams, railroads, and airports.
• S pecialty trade. These contractors specialize in work such as
painting, electrical, roofing, plumbing, and other specialty
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trades. Contractors in the specialty trades frequently work
as subcontractors on a wide variety of projects.
The organizational structure, resources, and capabilities of con
tractors vary with the type of activity, and each kind of contractor
can pose different accounting and auditing problems. However,
certain characteristics are common to all entities in the construc
tion industry.
The most basic common characteristic for construction entities is
that work is performed under contractual arrangements with a
customer. A contractor, regardless of the type of construction ac
tivity or the type of contractor, typically enters into an agreement
w ith a customer to build or make improvements on a tangible
property to the customer’s specifications. Other characteristics
common to all contractors and significant to auditors include the
following:
• A contractor normally obtains the contracts that generate
revenue or sales by bidding or negotiating for specific pro
jects.
• A contractor bids for or negotiates the initial contract price
based on an estimate of the cost to complete the project
and the desired profit m argin, although the in itial price
m ay be changed or renegotiated.
• A contractor m ay be exposed to significant risks in the per
formance of a contract, particularly when the contract is a
fixed-price contract.
• Customers frequently require a contractor to post a perfor
mance and a payment bond as protection against the con
tractor’s failure to meet performance requirements.
• The costs and revenues of a contractor are typically accu
mulated and accounted for by individual contracts or con
tract com m itm ents extending beyond one accounting
period, which complicates the management, accounting,
and auditing processes.
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Funding Sources for Construction
To better understand the dynamics of the construction industry,
it also helps to consider its source of funding. P u b licly funded
construction is financed by federal, state, and local governments
and is driven by the political and legislative processes. For exam
ple, the passage of bond measures to fund school construction has
resulted in increased construction activity in many areas during
the past year. P rivately funded construction is financed by private
owners, such as real estate developm ent com panies, home
builders, and various business entities. The need for privately
funded construction is influenced by a wide variety of economic
forces, including the availability of capital, the status of the local
and world economy, the level of interest rates, and demographics.

Industry and Economic Developments
The U.S. Business Environment
As of the fourth quarter of 2001, and even before the events of
September 11, the U.S. economy was weak and its outlook un
certain. Adding further uncertainty to that economic picture are
the untold ramifications of the September 11 attacks upon Amer
ica. The effects of those attacks could further unhinge consumer
confidence, decrease corporate earnings, increase layoffs, and fur
ther depress the stock market. To be sure, the short-term eco
nomic picture looks unclear.
Still, the financial underpinnings of the U.S. economy remain
strong. Inflation has moved toward being contained, interest
rates have been cut, taxes have been lowered, energy prices have
fallen, and the public debt has diminished. Additionally, in re
sponse to the September 11 attacks, government stimulus mea
sures are likely to be enacted in the form of increased spending on
defense, spending on recovery efforts, direct aid to certain indus
tries, and further tax cuts. The potential seeds of economic recov
ery are incubating. So, even though the health of the economy
appears uncertain and could continue to worsen, the economic
malaise could be short-lived and mild.
8

General Industry Trends and Conditions
As it has for the past few years, the construction industry contin
ued to outperform the predictions of the experts in the past year.
Going into the year, m any analysts predicted negligible, if any,
growth for the industry— a significant shift from the unprece
dented growth of the 1990s. Yet, as the year 2001 draws to a
close, the industry as a whole has grown 5 percent over the previ
ous year, well above the rate of inflation, with most construction
markets performing well.
Despite outperforming analysts’ predictions for most of 2001,
the construction industry was showing signs of decline by the
midpoint of the year. In addition, the September 11 terrorist at
tacks have had an unprecedented effect on the U.S. economy as a
whole, and the effects on the construction industry could be just
as dramatic, according to information recently compiled by the
Associated General Contractors of America (AGC). According to
the report, construction is likely to decline from its recent peaks
as the economy absorbs the shock from the attacks. But the in
dustry is expected to lead the recovery in the hardest-hit regions
by providing the recovery and rebuilding that is needed. In addi
tion, high-paying construction jobs will pump money into local
economies wherever government and private employers invest in
making facilities more secure or in building backup capacity for
critical functions.
One of the most widely used measures of construction activity is
“construction put in place,” which is tracked monthly by the Bu
reau of Statistics at the U.S. Department of Commerce. Exhibit
1, “New Construction Put in Place,” presents details of construc
tion put in place for various m arket segments. (Note that the
amounts are in billions of dollars and represent seasonally ad
justed annual rates.) To add some perspective, in January 1992, at
the start of the current construction boom, the total new con
struction put in place was $452 billion, as compared with the es
timated 2001 amount of $845 billion— a gain of more than 85
percent during the period (unadjusted for inflation).
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D uring the first eight months of 2001, $563.1 billion of con
struction was put in place, which is 6 percent above the $529.5
billion for the same period in 2000. In constant (1996) dollars,
the August annual rate was $710.0 billion, or 1 percent below the
revised estimate of $719.2 billion for July.
Spending on new residential housing units was at a seasonally ad
justed annual rate of $278.6 billion in August 2001, nearly the
same (2 percent) as the revised July estimate of $279.3 billion.
Nonresidential building construction spending was at a rate of
$196.7 billion, or 4 percent below the revised July estimate of
$204.0 billion.
In August 2001, the estimated seasonally adjusted annual rate of
public construction put in place was $201.2 billion, nearly the
same (5 percent) as the revised July estimate of $201.3 billion.
The “value of construction put in place” is a measure of the value
of construction installed or erected at the site during a given pe
riod. For an individual project, this includes:
•

Cost of materials installed or erected

•

Cost of labor (both by contractors and force account) and
a proportionate share of the cost of construction equip
ment rental

•

Contractor’s profit

•

Project owner’s overhead and office costs

•

Cost of architectural and engineering work

• M iscellaneous costs chargeable to the project on the
owner’s books
•

Interest and taxes paid during construction

The total value-in-place for a given period is the sum of the value
of work done on all projects underway during this period, regard
less of when work on each individual project was started or when
payment was made to the contractors. For some categories, esti
mates are derived by distributing the total construction cost of
the project by means of historic construction progress patterns.
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Help Desk—You can access current statistics of construction
put in place and other construction industry information at
www.census.gov.
Exhibit 1 New Construction Put in Place (Billions of Dollars— Seasonally Adjusted
Annual Rate, in Current Dollars)

August 2001

August 2000

P rivate co n stru ctio n

6 4 4 .3

P u blic co n stru ctio n

2 0 1 .2

1 7 3 .3

8 4 5 .5

8 0 4 .0

3 8 7 .3

3 6 4 .0

O ffice

4 8 .6

5 7 .5

T otal co n stru ctio n
R esid ential b u ild in g

6 3 0 .7

N on resid en tial b u ild in g

In dustrial

3 0 .8

3 2 .6

R etail an d o th e r com m ercial

5 8 .5

6 1 .7

H otels an d m otels

1 4 .2

1 6 .0

O th e r n o n resid en tial
T otal n o n resid en tial

4 4 .6

4 5 .5

1 9 6 .7

2 1 3 .3

0.0

1 5 .6

A ll o th e r p riv ate co n stru ctio n

6 0 .3

3 7 .8

T otal p rivate c o n stru ctio n

T elecom m u n ication s

6 4 4 .3

6 3 0 .7

H ighw ays an d streets

5 5 .8

5 2 .8

In frastru ctu re

1 9 .8

1 6 .9

E d u cation al bu ild ings

5 4 .3

4 3 .0

O th e r p u b lic bu ild ings

3 3 .9

2 8 .2

3 7 .4

3 2 .4

2 0 1 .2

1 7 3 .3

O th e r p u b lic co n stru ctio n
T otal p u b lic co n stru ctio n

Private Construction
Residential Building
The residential building segment of the construction industry in
cludes new single- and multifamily housing as well as residential
repairs and improvements. Conditions with the most impact on
the demand for residential construction include the following.
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• H ousing affordability. Housing affordability is the extent to
w hich potential buyers have the means to purchase a
home. Affordability can be measured in several ways by
considering average home prices and income levels. For ex
am ple, some analysts create an “affordability index” by
comparing median home prices to household income lev
els. As income levels get closer to housing prices, the aver
age home becomes affordable to more local residents.
• In terest rates. Most homes are financed; therefore, interest
rates have a tremendous effect on the affordability of hous
ing. As interest rates rise, the cost of financing a home in
creases; as they fall, the cost o f financing decreases.
However, interest rate changes do not have an immediate
impact on home buying markets— usually, rates have to be
in effect for several quarters to reverse home buying trends.
• D em ographics. Shifts in demographics can have a signifi
cant impact on housing demand. For example, the aging of
the U.S. population has increased demand for low-mainte
nance and m ultifam ily housing. A large number of baby
boomers are now entering their peak earning years, which
is expected to affect the affordability and demand for sin
gle-family homes.
• M arket velocity. According to industry sources, more than
half of all home improvements occur w ithin 18 months
after a new owner moves in, or within 12 months before
the home is sold. Thus, during times when new and used
home markets are active, residential remodeling and im 
provement activity also increases.
Although spending on residential construction showed a 6 per
cent increase over August 2000, there were signs of a slowdown
before the September 11 terrorist attacks. Single-family housing
construction fell 3 percent from July, while m ultifamily housing
cushioned the residential slide from July, with a gain of 7 percent.
According to industry observers, homebuyer demand held up
well through the summer, but September’s sharp drop in con
sumer confidence should lead to diminished demand, to be fol
12

lowed closely by reduced construction. By geography, residential
building in August showed gains in the Northeast (up 6 percent)
and the West (up 1 percent) and declines in the Midwest (down 3
percent), the South Central (down 5 percent), and the South At
lantic (down 7 percent).
Nonresidential Building
The commercial real estate market, much like the construction
industry and the overall U.S. economy, seems to be near the end
of a long, prosperous run. Overall, the construction industry is
likely to be affected by the current slowdown in the economy, al
though further cuts in interest rates could spur some additional
construction spending in the near future. In addition, for the
unique case of New York C ity and Washington, D .C., related to
recent events, there is an immediate need to provide office space
for workers displaced from lower Manhattan and the Pentagon.
Consequently, demand for office space due to displaced compa
nies provide a small lift for regional markets in addition to the de
m olition and reconstruction work at the sites themselves. The
Associated General Contractors of America (AGC) expects there
will be additional construction spending to strengthen security at
governmental and some private facilities, while the Defense De
partment is likely to spend more on construction of all types. Air
port construction is likely to decline, except for security-related
activities. Airlines w ill reduce their operations, cutting the de
mand for gates and other passenger facilities, and hotel and other
travel-related sectors will suffer sharply.
In addition to the general state of the economy, the following
trends in the commercial real estate industry are particularly rele
vant for contractors.
• D em o gra p h ic shifts. For years now, we have watched the
baby boomers age. The first members of this generation are
now beginning to retire and enter their “active leisure”
years. Meanwhile, the number of people in their primary
working years (ages 2 5 to 44) continues to decline. Real es
tate analysts predict that these trends will have the follow
ing impact on the demand for real estate.
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— First, the aging baby boomers will increase the demand
for properties that are tailored to meet their needs.
These properties are not lim ited to elder care facilities
or golf course communities. Because they are a group
interested in active leisure pursuits, the demand for a
wide variety of projects, such as resorts, entertainment,
and recreational venues, is expected to grow. Addition
ally, the aging baby boomers will begin to have an effect
on the retail industry and the related demand for retail
space.
— Second, most economists are predicting that the shrink
ing size of the work force will result in most businesses
facing the kind of labor shortages that have plagued the
construction industry for the past few years. Companies
will have to address employee satisfaction and retention
issues, which will affect the demand for commercial real
estate. For example, the increased use of telecommuting
m ay ultimately affect the demand for office space.
• E lectronic com m erce. For the past few years, as the popular
ity of online shopping has grown, some business observers
have predicted the slow demise of the traditional “brick
and mortar” retail outlet. In fact, that does not appear to
be happening. Although online retailing, also known as
electronic retailing, or e-tailing, has grown significantly,
the evidence now suggests that shopping over the Internet
may actually increase traffic at the mall. Most analysts as
sumed that online shopping was done at the expense of
traditional retailing, but it appears that the retail market
“pie” is actually getting larger.
One area in which electronic commerce (e-commerce) has af
fected demand is in the industrial sector of the real estate market.
Previously, many online retailers were set up to be “virtual com
panies” that essentially processed sales orders. Now, many of these
companies are holding inventory and taking control of the distri
bution process. Large online retailers such as Amazon.com need
large amounts of warehouse space to store their ever-increasing
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inventories, and this need is beginning to be felt in the industrial
construction market.
Although nonresidential construction rebounded in August from
an exceptionally weak July, most m arket segments were down
compared to 2000. The following discussion describes the trends
in each of these segments.
Office Market
Strong office market performance has mirrored the more-thanhealthy economic expansion during the last several years. But this
rapid growth and these dramatic price increases simply could not
be sustained into 2001, particularly in the face of an economic
slowdown. Now past its peak, the office market is responding to
forecasts of a continued economic downswing with a correspond
ing decrease in activity, which is especially dramatic for cities that
had a strong dot-com presence.
Industrial Market
Across the country, with minor exceptions in the Northeast and
Mid-Atlantic, manufacturing has slowed, generally in response to
increasing inventory levels. As inventory levels are reduced
through the end of 2001, several m anufacturing sectors, once
again, will begin to expand.
Like the office market, industrial markets have mirrored the gen
eral economy over the last several years. Similarly in this market,
rapid growth meant unsustainable expansion rates. As the eco
nomic growth has slowed, so have most industrial markets. And
like the office market, industrial market activity around most of
the country should remain stable or grow more slowly than it did
during 2000.
Throughout the country, industrial m arket construction has
slowed from its pace in 1999 and 2000 and is not likely to return
to those levels soon. Industrial absorption also should continue to
be positive. Although slower than last year, absorption rates
should stay very close to the rate of new construction.
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Retail and Other Commercial Markets
As we mentioned previously in this Alert, despite the gloomy pre
dictions of the effect of e-commerce on traditional brick-andmortar retail establishments, Internet sales have not spelled the
end of the shopping center. However, WEFA, formerly W harton
Economic Forecasting Associates, predicts that retail sales, in gen
eral, will slump by 16 percent over the next four years.
Tourism centers were expected to produce the strongest retail
sales through year end, although retail conditions in these
tourism centers are likely to be affected by the recent significant
downturn in consumer travel. San Francisco, M iam i, and New
York are expected to see increased values for certain well-located
properties. Retail property types expected to have the most diffi
culty include unanchored retail centers, power centers, and bigbox retailers. The big-box retailers have been overbuilt, and a
significant portion of their inventory is ripe for e-commerce
strategies.
Secondary regional malls also are expected to experience lacklus
ter performance this year. It’s likely that m any class B and C re
gional m alls w ill be put on the m arket in com ing months as
com petition from recently opened and renovated malls draws
tenants and customers. In addition, movie theater chain bank
ruptcies— including General Cinem a Theaters, U nited Artists
Theaters, and Edwards Theaters— and the resulting theater clo
sures are hurting shopping centers that lack other major draws.
Although several theater chains and some major retailers are cut
ting back to protect themselves from the slowing economy, the
contractions are m inimal compared to the numbers of layoffs oc
curring in the telecom m unication and m anufacturing sectors.
The retail sector, in general, is not expected to suffer excessively.
Hospitality Market
Occupancies in the hospitality sector will suffer from a slowdown
in corporate travel in 2001. Overall, the lodging industry is ex
pected to be affected by the softening economy, and tourism is
likely to be dramatically affected by the September 11 terrorist at16

tacks. The next 18 to 36 months m ay be particularly difficult for
hoteliers. According to PricewaterhouseCoopers, this year is on
track to be the worst in 33 years in the hotel market.
Help Desk—The demand for construction can vary signifi
cantly among different geographic regions. One of the most
comprehensive analyses of commercial real estate demands and
construction activity is published by the Society of Industrial
and Office Realtors (SIOR). Annually, SIOR publishes Com
parative Statistics of Industrial and Office Real Estate Markets,
which provides detailed real estate and construction statistics
on all of the country’s larger cities. You can purchase and
download this publication directly from the publications sec
tion of the SIOR Web site at www.sior.com.
Public Construction
Compared to 2000, public construction put in place in 2001 in
creased by 16 percent, from $173.3 billion to $201.2 billion. In
creases were seen during 2001 in every category, including
highways and streets, infrastructure, educational buildings, and
other public construction. Several factors have led to this in 
crease.
• After years of a healthy economy, m any state and local gov
ernments had the financial resources in 2001 to devote to
long-neglected projects, such as water treatment facilities,
government buildings, and water and sewer systems.
• In June 1998, Congress enacted the Transportation Act for
the 21st C entury (TEA-21). This legislation authorized
$218 billion of spending for surface transportation pro
jects from 1998 to 2003, which marked a significant in
crease over the funding allocated to these projects during
the preceding five-year period.
• An increase in the number of school-age children, together
with an expansion of the population into previously un
derpopulated areas, has increased the dem and for new
schools and renovation to existing educational facilities.
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Recognizing this need, voters in m any local school districts
have approved funding for these construction projects.
In spite of these positive trends, the public construction sector
m ay have topped out in 2001. H ighw ay construction alone
dropped nearly 10 percent from July to August, offsetting small
gains in most other areas of public construction. However,
month-to-month changes in construction data can be influenced
by special factors, such as unusual weather conditions and varia
tions in reporting information to the Census Bureau.
These figures show that public construction, like other sectors,
had stopped growing even before the September 11 attacks.
Economists with the AGC expect to see further declines in con
struction across the board, followed by very limited categories of
expansion in the next few months. But most experts expect pub
lic construction to hold up better in the near term, because such
projects as highways and schools do not require a positive cash
flow. However, declining tax receipts, particularly at the state and
local level, are likely to cause many public projects that do not re
late to security enhancements to be cancelled or deferred.
Surety Industry Trends
The surety industry is critical to the well-being of the construc
tion industry. Nearly half of all work performed by contractors is
bonded, and so any change in the surety market will have a sig
nificant effect on the construction industry.
The last 10 years brought record profits for the surety industry. In
the last several years, because of record profits, many companies
entered the market. Another phenomenon of the last 10 years has
been the expanding availability of reinsurance options. Both of
these trends made surety credit relatively easy to obtain. However,
the events of September 11 had a devastating effect on the rein
surance market which is used by many surety companies to share
the risk on large projects. As a result, the surety market is con
tracting, m any reinsurers are financially impacted, and the end
result is a loss of reinsurance capability. This loss of capacity will
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have an indirect effect on construction contractors by making
bonds more difficult to obtain.
However, in recent years several trends have emerged that may
signal that the surety market is changing and that tighter surety
credit may be a possibility. Some of these trends are:
•

G reater losses. M any surety industry analysts have expressed
concern about a growing num ber o f surety com pany
losses. In fact, in 2001 one of the industry’s largest compa
nies, Amwest, was forced into liquidation and surety losses
industry-wide have jumped to $767 million, according to
the Surety Association of America.

•

C onsolidation. There is a strong likelihood that there will
be fewer players w ith larger market shares in the future.
This trend has the potential of significantly affecting avail
ability and price of surety credit.

In addition to these trends, several large surety companies are re
view ing their underw riting policies and getting out of certain
lines of business. One major surety company announced in Oc
tober that it would no longer underwrite bonds for contractors
with less than $50 million in net worth. This loss of capacity in
the surety market, combined with the effects of the reinsurance
markets mentioned above, w ill make it much harder for small,
undercapitalized contractors to obtain needed surety credit. This
loss m ay require them to reduce their work program or look into
other, nonbonded construction projects in a market that they are
not familiar with.
Construction Cost Trends
Materials
The construction industry has typically been resistant to price
hikes caused by tem porary anomalies in supply and demand.
Also, the inflation of construction material costs was widespread
and developed rather slowly, giving contractors plenty of time to
adjust. However, recent evidence suggests that these two charac
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teristics of the cost structures of contractors are beginning to
change.
M any analysts reported significant volatility in the price of con
struction materials during 2001. Price swings now seem to be tar
geted to specific m aterials and can appear suddenly and
dramatically. Variations in the price and availability of materials
are not uniform across all kinds of building projects. Cost trends
for building materials include the following:
• H ousing m aterials. As described earlier in this Alert, the res
idential housing market has been in a decline throughout
2001. The resulting reduction in demand for housing ma
terials has led to a decline in the cost of key housing mate
rials, such as lumber, insulation, bricks, and gypsum
wallboard.
•

C oncrete. Throughout 2001, concrete prices have been on
the increase. The string of price hikes has raised prices 8.6
percent above last year’s level.

• P etroleu m -b a sed m aterials. Petroleum-based materials in 
clude paving asphalt, PVC pipe, and some roofing materi
als. Falling prices for crude oil in m id-2001 have led to
decreases in prices of materials derived from oil.
•

S teel a n d alum inum . Although 2000 saw increasing prices
for steel components, such as wide flanges and channel
beams, most 2001 indexes report decreases of as much as
2.6 percent from last year’s prices.

Labor
During 2000, chronic labor shortages, together with high levels
of construction activity, resulted in significant labor cost in 
creases. In 2001 that trend continued, with construction labor
indexes reporting increases of over 4 percent from 2000 rates.
To attract top talent, many contractors are reporting increases in
starting salaries. M any contractors also recruit their competitors’
employees. Human resources directors and executive search firms
state that it is not unusual for a competitor to offer a 20 percent
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to 25 percent increase in salary as an incentive for employees to
change firms.
Under these conditions, most markets experienced significant in
creases in labor costs during 2001 when compared with previous
years. Base salary increases are just one component, however. In
creasingly, contractors are turning to bonus plans as a way to mo
tivate performance and retain employees. Not only are employers
offering bonuses to more employees, but the bonuses themselves
are becoming larger. In a number of cases, the bonuses m ay be
tied to operational performance, such as job completion, but it is
not unusual for bonuses to be linked to achieving financial tar
gets, such as profitability.
Help Desk—The Engineering News Record publishes detailed
quarterly cost studies. These cost studies track average prices
for a wide variety of materials and labor classifications in major
cities across the country. You can access summaries of the stud
ies at the magazine's Web site at www.enr.com.Many other cost
studies exist and may be available online. See Appendix B,
“Listing of Construction Cost Indexes,” in this Alert for a list
of possible sources.
Cost trends must be considered in the estimates developed by
construction contractors. See the “Estim ating Costs to Com 
plete” section of this Alert for a discussion of audit considerations
related to these estimates.

Current Audit Issues and Developments
Assessing Audit Risks in the Current Environment
The proper planning and execution o f an audit has always re
quired you to have a thorough understanding of the construction
industry and the nature of your clients business. For most audit
firms, this in-depth understanding means that the most experi
enced partners and managers must become involved early and
often in the audit process. In today’s construction environment,
your judgment, knowledge, and experience are even more impor
tant than they were in the past.
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During the past several months, the U.S. economy has suffered
significant declines and uncertainties: Consumer confidence has
dropped, plant closings and layoffs have increased dramatically,
profit margins for m any companies have slipped, and many com
panies have failed.
Periods of economic uncertainty like this lead to challenging con
ditions for companies due to potential deterioration of operating
results, increased external scrutiny, and reduced access to capital.
D uring such times, professional skepticism should be height
ened, and the status quo should be challenged.
Audit Planning
As you prepare to conduct quarterly reviews and annual audits of
construction contractors, you need to realize that your clients
may be working in a new business environment as a result of the
September 11 terrorist attacks. For those engagements directly af
fected by the September events, you must gain an understanding
of this new environm ent to adequately plan and perform the
audit. Although not all construction contractors were directly af
fected by the attacks, most in the industry could experience some
possible indirect effects. M any clients will experience effects re
lated to shifts in demand, collectibility of accounts receivable, or
valuation of their investments.
Evaluating Audit Risks
Your evaluation of audit risk should start w ith a good under
standing of your client's business. To develop this understanding,
you should be knowledgeable about the entity’s strategies for
dealing with business conditions— both current conditions and
those most likely to exist in the near future.
As we mentioned in the first part of this Alert, in the construc
tion industry, business conditions vary greatly across contractor
types and from region to region. The risks associated with erect
ing office buildings are different from those faced by a home
builder; a contractor in the Northeast m ay face different issues
than a sim ilar contractor located on the Pacific Coast. For this
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reason, you must be knowledgeable about contractor types and
the location in which the entity operates.
Job Performance
It is difficult for contractors to be profitable when projects are not
completed on time. A number of contracts may even require the
contractor to pay penalties if the job is not completed by a speci
fied date. Jobs that are significantly behind their established
timetable may require additional audit attention and procedures
to determine that the original estimates of gross profit have not
deteriorated (called profit fade) and that the job has not incurred
a loss (which should be recognized immediately).
The tight skilled labor market and the difficulty in scheduling
subcontractors may result in your clients failing to complete jobs
according to their preestablished tim etables. For example, in
these times of layoffs and increased turnover, if a key operational
employee leaves the company before the job is completed, find
ing a competent replacement may require some time. A number
of contractors also may be forced to use less experienced person
nel in certain positions, including management, and a lack of ex
perience can result in the job taking longer to complete than
originally anticipated.
In reviewing your client’s contracts, be alert to problems caused
by employee turnover or lack of adequate staffing. If your client
has lost a key employee or seems to lack enough personnel to
complete the projects it has committed to, you should consider
m aking inquiries of management to determine how they have
factored these circumstances into their estimation process.
A disruption in the supply of key materials can also affect the
ability of the contractor to complete the project on time. During
the past year, most construction materials were in adequate sup
ply. However, the events of recent years have shown that an unex
pected or continuing surge in demand for materials can quickly
outpace supply and create shortages and delays. Additionally, the
lead time required for specifically fabricated items may affect the
contractor’s ability to deliver the project on time.
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You might consider performing procedures to identify price hikes
in your client’s vital materials. Determine whether those price
hikes are the result of inadequate supply. If so, assess your client’s
vulnerability to delays caused by the inability to obtain these ma
terials on a regular and timely basis. Make inquiries to discover
what steps the client has taken to mitigate these risks.
Estimating Costs to Complete
A contractor’s ability to estimate job costs is critical both from an
operational and a financial reporting standpoint. Contractors
that cannot accurately estimate job costs will be unable to man
age their working capital and maintain consistent levels of prof
itab ility over an extended period. For most contractors, the
estimate of costs to complete a project is the fuel to drive revenue
recognition. For that reason, inaccurate or unsupported estimates
of costs to complete jobs in progress can result in materially mis
stated financial statements. In addition to including direct costs
(labor, materials, and subcontractors), contractors should include
indirect job costs in the total estimate.
W hen auditing construction estimates, you should be fam iliar
with Statement on Auditing Standards (SAS) No. 57, A u d itin g
A ccou n tin g Estimates (AICPA, P rofessional Standards, vol. 1, AU
sec. 342); the Practice Aid A uditing Estimates a n d O ther S oft In 
fo rm a tio n ; Statement of Position (SOP) 94-6, D isclosure o f Cer
tain S ign ifica n t Risks a n d U ncertainties; and Statement of Position
(SOP) 81-1, A ccou n tin g f o r P erform a n ce o f C onstruction-T ype a n d
C ertain P roduction-T ype Contracts.
Because of the economic implications of the events of September
11, estimates may be difficult for management to make and for
auditors to audit. Pay close attention to the underlying assump
tions used by management when auditing accounting estimates.
Management is responsible for making estimates included in the
financial statements, and those estimates may be based in whole
or in part on subjective factors, such as judgment based on expe
rience about past as well as current events and about conditions
management expects to exist. Remain alert to the possibility of
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m anagement’s overreliance on economic information based on
favorable conditions to predict future outcomes.
Help Desk—Marshall and Swift is a consulting firm that pro
vides comprehensive cost data for the construction industry.
Included on their Web site is a cost estimator that allows the
user to estimate the cost of a project based on current costs in
the users’ geographic area. You may find these estimates helpful
in performing analytical procedures on client estimates. You
can access the cost estimator at www.construction.com.
Accounting Systems and Controls
Companies that expand quickly frequently outgrow the capabili
ties of their accounting systems and controls. Contractors with a
large backlog and demand for their work tend to focus primarily
on completing existing projects and bidding on new ones. Little
thought may be given to whether the accounting system and re
lated controls are capable of handling the new volume of busi
ness. In the current environment, this problem is exacerbated by
the lack of sufficient staffing or the high turnover rate of employ
ees, or both. It is important to consider the effects of the particu
lar accounting systems and controls in the operation of your
client’s business.
W hen clients rely on technology to manage and analyze informa
tion, audit strategies change. For example:
• Audit evidence that previously existed in paper form may
now be available electronically only. Accessing electronic
audit evidence may require you to become proficient in the
use of data extraction or other audit software tools.
• The design and operation of internal control in a com
puter environment is much different than in a predomi
nantly manual environment.
As more construction contractors expand their use of informa
tion technology, be aware of the unique audit issues in a highly
computerized environment. In addition, you should identify the
risks of material misstatement that can arise during the transition
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from a highly manual environment to a more computerized oper
ating environment.
For further information and guidance on auditing in this paper
less environment, see SAS No. 94, The E ffect o f In form ation Tech
n o lo g y on th e A u d ito r’s C on sid era tion o f I n te r n a l C o n tro l in a
F in a n cial S tatem ent A udit (AICPA, P rofessional Standards, vol. 1,
AU sec. 319), explained more fully in the “Auditing and Attesta
tion Pronouncements and G uidance U pdate” section of this
Alert.
Consideration o f Fraud
SAS No. 82, C on sid era tion o f F ra u d in a F in a n cia l S ta tem en t
A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 316), pro
vides the primary guidance on your responsibilities for detecting
fraud-related misstatements when performing a financial state
ment audit.
Some examples of fraud risk factors that m ay exist in the con
struction industry include the following:
•

Fraudulent financial reporting, including the following:
— A willingness to shift costs between completed and un
completed contracts or to use other techniques to ma
nipulate percentage-of-completion estimates
— Excessive under- or overbillings on individual jobs
— Undue pressure to obtain additional bonding capacity
— A high number of contract performance problems
— A significant portion of employees’ or owners’ compen
sation represented by bonuses, the value of w hich is
contingent on the contractor achieving unduly aggres
sive financial targets

• Misappropriation of assets, including the following:
— Tools, equipment, and supplies that are susceptible to
misappropriation
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— Lack of management review and control over disburse
ments, such as payroll or materials purchases that can
be used to misappropriate cash
The general state of the economy, in addition to the effects of the
September 11 attacks, may raise several fraud risk factors. For ex
ample, management may be under significant pressure to obtain
additional capital, or the entity m ay depend on debt with debt
covenants that are difficult to maintain under the circumstances.
You may wish to consider fraud risk factors separately for the pe
riod following the attack.
Contract-Related Balances
Auditors of construction contractors should recognize that the
traditional balance sheet approach to auditing usually is inade
quate when performing an audit of a contractor. The financial
statements of a contractor are built from the financial results of
individual contracts. The more effective audit approach requires
you to focus on the terms, financial estimates, and results of indi
vidual contracts, rather than the contract-related balance sheet
that accounts for the company as a whole.
The authoritative guidance on auditing contractors is contained
in the AICPA Audit and Accounting Guide Audits o f C onstruction
C ontractors. Included in the Guide is a copy of SOP 81-1, Ac
co u n tin g f o r P erform a n ce o f C onstruction-T ype a n d C ertain P rod u c
tio n -T yp e C on tra cts, which is the prim ary authoritative
accounting guidance for construction contractors.
Help Desk—The SECPS issued a Practice Alert that may be
helpful as you plan your audits of construction contractor
clients. Practice Alert 2000-3, Auditing Construction Contracts,
is available on the AICPA Web site at www.aicpa.org.
Affiliated Entities
In the construction industry, contractors frequently participate in
joint ventures or have a direct or indirect affiliation with other
entities. As a result of these types of relationships among entities,
construction firms are frequently involved in rela ted p a rty transac
tions, as that term is defined in Financial Accounting Standards
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Board (FASB) Statement of Financial Accounting Standards No.
57, R ela ted P arty D isclosures. The prevalence of such arrange
ments in the industry can be attributed to such factors as legal li
ability, taxation, com petition, ownership and operating
arrangements, labor and labor union considerations, and regula
tory requirements.
Review your contractor client’s participations in joint ventures to
evaluate whether investments in joint ventures are reported prop
erly. You should also review joint venture agreements and docu
ment your client’s participation.
The audit considerations for a contractor’s participation in a part
nership are sim ilar to those for participation in corporate joint
venture. Partner participation may differ prim arily in relation to
the contractor’s unlimited liability as a general partner for part
nership obligations.
For any type of venture, remember to consider the nature of the
venture, the scope of its operations, and the extent of involve
ment of each participant. You should consider the financial well
being of venture partners. If a partner is unable to complete their
p o r tio n o f a project, the other partners m ay have to step in and
complete it. Although most contractors closely monitor the per
formance of subcontractors, they sometimes fail to use the same
caution with venture partners and the financial cost of replacing a
failed venture partner is much higher than the cost of replacing a
failed subcontractor.
Evaluating Going Concern
Continuation of an entity as a going concern is assumed in finan
cial reporting in the absence of significant inform ation to the
contrary. W hen auditing construction contractors in the current
environment, you should have a heightened sense of awareness of
a company’s ability to continue as a going concern, especially for
those clients affected in any way by the September 11 terrorist at
tacks. For example, recent events may mean that the client’s busi
ness m ay be interrupted for an indeterminate amount of time.
The sustainability of the business may depend on receiving insur
ance proceeds from an insurance company that is itself struggling
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to remain viable as it faces similar business issues, compounded
by the difficulty of paying out unprecedented insurance claims.
W hen evaluating management’s plans to continue as a going con
cern, an appropriate level of professional skepticism is important.
For example, the company’s assumptions to continue as a going
concern should be scrutinized to assess whether they are based on
overly optimistic or “once in a lifetime” occurrences.
You should be familiar with the guidance provided in SAS No.
59, The A uditors C onsideration o f an E ntity’s A bility to C ontinue as
a G oing C oncern (AICPA, P rofessional Standards, vol. 1, AU sec.
341).
Using Hedging Transactions to Manage Risk
M any construction contractors enter into hedging transactions to
manage various risks. The most common risks that lend them
selves to hedging strategies include those related to interest rate or
foreign currency exposures and material price exposures. Con
struction contractors may also enter into weather derivative con
tracts (that is, contracts indexed to clim atic or geological
variables). Emerging Issues Task Force (EITF) Issue No. 99-2, Ac
co u n tin g f o r W eather D erivatives, prescribes the accounting treat
ment for weather derivatives.
FASB Statement No. 133, A ccou n tin g f o r D eriva tive Instrum ents
a n d H ed gin g A ctivities, provides the prim ary guidance on ac
counting for hedging transactions. In addition, SAS No. 92, Au
d itin g D eriva tive Instrum ents, H ed gin g A ctivities, a n d Investm en ts
in S ecurities (AICPA, P rofessional Standards, vol. 1, AU sec. 332),
provides guidance on auditing hedging transactions. See the
Audit Guide A uditing D eriva tive Instrum ents, H ed gin g A ctivities,
a n d In vestm en ts in S ecurities, which provides practical guidance
for implementing SAS No. 92 concerning all types of audit en
gagements. The Guide includes an overview of derivatives and se
curities and how various entities use them , a sum m ary of
accounting guidance, and a discussion of the three elements of
the auditing framework: inherent risk, control risk, and substan
tive procedures. Additionally, the Guide includes practical illus
trations and case studies.
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If your client holds derivative instruments or engages in hedging
transactions, you should become thoroughly familiar with the au
thoritative accounting and auditing literature.
Accounting, Auditing, and Regulatory Guidance Related to the
September 11 Terrorist Attacks
In addition to the obvious economic implications, a number of
accounting and auditing issues are raised as a result of the Sep
tember 11 attacks. These issues will affect those businesses and
auditors directly affected by the attacks and those businesses and
auditors who were not directly affected, but whose clients, ven
dors, suppliers, and others were directly affected. Some regulatory
bodies may provide assistance as a result of the attacks, including
extending some filing dates. Consider notifying your clients of
Web sites so they can monitor sites that contain accounting and
regulatory guidance.
See the AICPA general A udit Risk A lert 2001/2002 (product no.
022280kk) for additional inform ation about auditing and ac
counting matters related to the September 11 attacks.
EITF Issue No. 01-10, A cco u n tin g f o r th e I m p a ct o f th e
T errorist A ttacks o f S ep tem b er 11, 2001
The EITF decided against the use of an extraordinary item treat
ment for losses incurred in connection w ith the September 11
terrorist attacks. The EITF observes that the economic effects of
the attacks were so extensive and pervasive that it would be im 
possible to capture them in any one financial statement line item.
It concluded that showing part of the effect as an extraordinary
item would hinder rather than help effective communication for
financial statement users.

Audit and Accounting Issues of Continuing Importance
Revenue Recognition
In December 1999, the SEC released Staff Accounting Bulletin
(SAB) No. 101, R even u e R eco gn itio n in F in a n cia l S ta tem en ts.
SABs are not rules or interpretations of the SEC. Rather, they
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represent interpretations and practices followed by the Office of
the Chief Accountant and the Division of Corporate Finance in
administering the disclosure requirements of the federal securities
laws.
Financial statement preparers and auditors of public construction
companies are most directly affected by SAB No. 101. However,
auditors of nonpublic companies may find the information con
tained in SAB No. 101 useful. The release of SAB No. 101 sends
an important message to financial statement preparers and their
auditors that revenue recognition matters will continue to draw
the scrutiny of regulators. In October 2000, the SEC staff pro
vided answers to frequently asked questions about the implemen
tation of SAB No. 101.
Help Desk: You can find SAB No. 101 and related frequently
asked questions on the SEC Web site at www.sec.gov.
SOP 81-1, A ccou n tin g f o r P erform a n ce o f C onstruction-T ype a n d
C ertain P roduction-T ype C ontracts, provides guidance on revenue
recognition for construction contractors. SOP 81-1 requires a
contractor to use the percentage-of-completion method for rec
ognizing revenue whenever it can produce reasonably dependable
estimates. There is a rebuttable presumption that the contractor
w ill meet this criterion for use of the percentage-of-completion
method.
The completed-contract method should be used only in instances
in which reasonable, dependable estimates of construction costs
cannot be made. The completed-contract method m ay also be
used if there are no material differences between it and the per
centage-of-completion method. Situations in which there are no
material differences may occur when a contractor performs pri
marily short-term contracts, for example, a small plumbing con
tractor whose projects are completed in such a short time that the
work is somewhat analogous to the manufacture of shelf produc
tion items for sale.
The revenue recognition method should be disclosed in the fi
nancial statements. If the percentage-of-completion method is
used, the financial statements should disclose the m ethod of
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computing percentage of completion (for example, cost to cost).
If the completed-contract method is used, the reason for selecting
the method should be indicated.
The issuance of SAB No. 101 did not affect the guidance for rev
enue recognition contained in SOP 81-1.
Asset Impairment: Issuance of a New FASB Standard
Even though the construction industry as a whole remains
healthy and is expected to weather the current recession better
than other industries, specific markets or properties may not. For
that reason, you should continue to be alert for the possible im 
pairment of long-lived assets.
FASB Statement No. 144, A ccounting f o r th e Im p a irm en t o r D is
p o sa l o f L ong-L ived Assets,1 provides the primary guidance on ac
counting for the impairment of long-lived assets. In general, the
accounting for the im pairm ent of these assets depends on
whether the property is to be held and used or held for disposal.
Projects under development are accounted for in the same man
ner as those held for investment. FASB Statement No. 144 does
not provide exceptions for assets subject to nonrecourse debt.
Assets Held and Used
Assets held for use should be reported at cost, less accumulated
depreciation, and should be evaluated for impairment if facts and
circumstances indicate that impairment may have occurred. Con
ditions or events such as the following may indicate a need for as
sessing the recoverability of assets:

1 Financial Accounting Standards Board (FASB) Statement No. 144, Accounting for
the Impairment or Disposal o f Long-Lived Assets, supersedes FASB Statement
No. 121, Accounting for the Impairment o f Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, and the accounting and reporting provisions of Account
ing Principles Board Opinion No. 30, Reporting the Results o f Operations— Re
porting the Effects o f Disposal o f a Segment o f a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions, for the disposal of a
segment o f a business (as previously defined in that Opinion). This Statement also
amends Accounting Research Bulletin No. 51, Consolidated Financial Statements,
to eliminate the exception to consolidation for a subsidiary for which control is likely
to be temporary.
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• A dramatic change in the manner in which an asset is used
• A reduction in the extent to which an asset is used
•

Forecasts showing lack of long-term profitability

• A change in the law or business environment
• A substantial drop in the market value of an asset
If events and circumstances indicate that impairment may exist,
the entity is required to estimate the future cash flows expected to
result from the use of the asset and its eventual disposition. An
asset is deemed to be impaired if its carrying amount exceeds the
sum of the expected future cash flows (undiscounted and without
interest charges) from the asset. The impairment is measured as
the amount by which the carrying amount exceeds the fair value
of the asset. After an impairment is recognized, the reduced car
rying amount of the asset should be accounted for as the new cost
of the asset and depreciated over the rem aining useful life.
Restoration of previously recognized impairment losses is prohib
ited.
Lack of an asset-impairment evaluation system m ay indicate a
material weakness in an entity’s internal controls. Further, a lack
of documentation generally increases the extent to which you
must apply professional judgment in evaluating the adequacy of
management’s writedowns.
Assets to Be Disposed o f by Sale
Assets to be disposed of by sale (assets for which management has
committed to a plan of disposal) should be reported at the lower
of the carrying amount or fair value, less costs to sell. Subsequent
revisions to fair value less costs to sell should be reported as ad
justments to the carrying amount of the asset to be disposed of.
However, the carrying amount may not be adjusted to an amount
greater than the carrying amount of the asset before an adjust
ment was made to reflect the decision to dispose of the asset.
Although some assets might have previously been subject to Ac
counting Principles Board (APB) Opinion No. 30, R eportin g th e
Results o f O perations—R eportin g th e E ffects o f D isposal o f a S egm en t
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o f a Business, a n d Extraordinary, U nusual a n d In freq u en tly O ccu r
rin g Events a n d Transactions, FASB Statement No. 144 amended
APB Opinion No. 30. The provisions of FASB Statement No.
144 apply to all long-lived assets. Therefore, gains or losses on
disposal of a discontinued operation are no longer measured on a
net realizable value basis, and future operating losses are no
longer recognized before they occur.
Assets to Be Disposed of Other Than by Sale
Assets that are to be abandoned, exchanged for a similar produc
tive asset, or distributed to owners in a spinoff are to be consid
ered as held and used until they are disposed of. If the asset is to
be abandoned, the depreciable life is revised in accordance with
APB Opinion No. 20, A ccounting C hanges. If the asset is to be ex
changed for a similar productive asset or distributed to owners in
a spinoff, an impairment loss is to be recognized at the date of ex
change or distribution, if the carrying amount of the asset exceeds
its fair value at that date.
The provisions of FASB Statement No. 144 are effective for fi
nancial statements issued for fiscal years beginning after Decem
ber 15, 2001, and interim periods within those fiscal years, with
early im plem entation encouraged. The provisions of the State
ment generally are to be applied prospectively.

Auditing and Attestation Pronouncements and Guidance
Update
This section presents a list of recently issued auditing and attesta
tion pronouncements, guides, and other guidance issued since
the publication of last year’s Alert. See the AICPA general A udit
Risk A lert — 2001/02 (product no. 022280kk) for a sum mary
explanation of these issuances. For information on auditing and
attestation standards issued subsequent to the w riting of this
Alert, please refer to the AICPA Web site at www.aicpa.org/mem
bers/div/auditstd/technic.htm. You may also look for announce
ments of new ly issued standards in the CPA L etter, J o u r n a l o f
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A ccountancy, and the electronic newsletter of the Auditing Stan
dards Team, In O ur O pinion.
To obtain copies o f AICPA standards and guides, contact the
Member Satisfaction Center at (888) 777-7077 or go online at
www.cpa2biz.com.

S A S N o. 9 4

The Effect o f Information Technology on the A u ditors Consid
eration o f Internal Control in a Financial Statem ent A u d it
(A IC P A , Professional Standards, vo l. 1, A U sec. 3 1 9 )

SO P 0 0 -3

Accounting by Insurance Enterprises fo r D em utualizations
a n d Formations o f M u tu a l Insurance H olding Companies
a n d fo r Certain Long-Duration Participating Contracts

SO P 0 1-3

Performing Agreed-Upon Procedures Engagements That A d 
dress Internal Control Over D erivative Transactions as Re
quired by the N ew York State Insurance L aw

SO P 0 1-4

Reporting Pursuant to the Association fo r Investment M an 
agement a n d Research Performance Presentation Standards

S S A E N o. 1 0

Attestation Standards: Revision a n d Recodification (A IC P A ,
Professional Standards, vo l. 2 , A T secs. 1 0 1 - 7 0 1 )

A u d it G u id e

A u ditin g D erivative Instruments, Hedging Activities, a n d In
vestments in Securities

A u d it G u id e

A u ditin g Revenue in Certain Industries

A u d it G u id e

A u d it Sampling

A u d it G u id e

Analytical Procedures

Practice A le rt 0 0 -3

A u ditin g Construction Contracts

Practice A le rt 0 1 - 1

Common Peer Review Recommendations

Practice A le rt 0 1 - 2

A u d it Considerations in Times o f Economic Uncertainty

O f the pronouncements, guides, and other guidance listed above,
we explain more about those having particular significance to the
construction industry below. These summaries are for informa
tional purposes only and should not be relied upon as a substitute
for a complete reading of the applicable standard.
SAS No. 94, The Effect of Information Technology on the Auditor’s
Consideration of Internal Control in a Financial Statement Audit
This SAS provides guidance to auditors about the effect of infor
mation technology on internal control, and on the auditor’s un
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derstanding of internal control and assessment of control risk.
Entities of all sizes increasingly are using information technology
in ways that affect their internal control and the auditor’s consid
eration of internal control in a financial statement audit. Conse
quently, in some circumstances, auditors m ay need to perform
tests of controls to perform an effective audit.
SAS No. 94 amends SAS No. 55, C onsideration o f In tern a l C on
tr o l in a F in a n cia l S ta tem en t A udit (AICPA, P ro fessio n a l S tan
dards, vol. 1, AU sec. 319), and is effective for audits of financial
statements for periods beginning on or after June 1, 2001. Earlier
application is permissible.
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities
This new Guide (product no. 012520kk) provides practical guid
ance for implementing SAS No. 92 on all types of audit engage
ments. The Guide includes an overview of derivatives and
securities and how various entities use them in addition to a sum
m ary of accounting guidance and a discussion of the three ele
ments of the auditing framework: inherent risk, control risk, and
substantive procedures. Additionally, the Guide includes practical
illustrations and case studies.
Practice Alert 00-3, Auditing Construction Contracts
The AICPA SECPS Executive Committee established a Profes
sional Issues Task Force (PITF), which formulates guidance based
on issues arising in peer reviews, firm inspections, and litigation
to facilitate the resolution of emerging audit practice issues. This
guidance takes the form of Practice Alerts. The information con
tained in these Practice Alerts is nonauthoritative; it represents
the views of the members of the PITF but not official positions of
the AICPA.
Practice Alert 00-3 provides guidance on auditing construction
contracts, specifically discussing a set of “best practices” that
should be considered, including:
•

Reading significant contracts
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•

Identifying unique contracts

• Understanding the company’s cash flow
• Recognizing the increased risks associated with longer con
tract periods
•

Confirming the terms and conditions of contracts

• Reviewing unapproved change orders
• Visiting construction sites
• Meeting with project managers
• Identifying and understanding significant assumptions
and uncertainties
• Auditing estimated costs to complete
•

Seeing that losses are recorded as incurred

• Analytically reviewing contracts
• Seeing that appropriate disclosures are made related to
SOP 94-6, D isclosure o f Risks a n d U ncertainties
•

Reviewing the aging of receivables on contracts

•

Considering the use of specialists

Accounting Pronouncements and Guidance Update
Presented below is a list of recently issued accounting pronounce
ments and other guidance issued since the publication of last
year’s Alert. See the AICPA A udit Risk A lert — 2001/02 (product
no. 022280kk) for a summary explanation of these issuances. For
information on accounting standards issued subsequent to the
w riting of this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the
CPA L etter and Jo u rn a l o f A ccountancy.

37

FA SB S tatem en t N o. 1 4 1

Business Combinations

FA SB S tatem en t N o. 1 4 2

G oodwill a n d Other Intangible Assets

FA SB S tatem en t N o. 1 4 3

Accounting fo r Asset Retirement Obligations

FA SB S tatem en t N o. 1 4 4

Accounting fo r the Im pairm ent or Disposal o f LongL ived Assets (see p reviou s section o f this A lert)

FA SB T echnical B u lletin
N o. 0 1 - 1

Effective D ate fo r Certain Financial Institutions o f
Certain Provisions o f Statement 1 4 0 Related to the
Isolation o f Transferred Financial Assets

SO P 0 1-1

A m endm ent to Scope o f Statem ent o f Position 95 -2 , Fi
nan cial R ep o rtin g b y N o n p u b lic In vestm en t P art
nerships, to Include Comm odity Pools

SO P 0 1-2

Accounting a n d Reporting by Health a n d Welfare Bene
f i t Plans

A u d it and A c c o u n tin g
G u id e

A udits o f Investment Companies

Q u estion s an d A n sw ers

FASB Statement No. 1 4 0

Practice A id

Assets A cquired in a Business Combination to Be
Used in Research a n d Developm ent Activities:
A Focus on Software, Electronic Devices, a n d
Pharmaceutical Industries

On the Horizon
Auditors should keep abreast of auditing and accounting devel
opments and recent guidance that m ay affect their engagements.
Presented below is information about some ongoing projects that
are especially relevant to the construction industry. Remember
that exposure drafts are non-authoritative and cannot be used as a
basis for changing GAAP or generally accepted auditing stan
dards. The AICPA general A udit Risk A lert—2001/02 summa
rizes some of the more significant exposure drafts outstanding.
The following table lists the various standard-setting bodies’ Web
sites where you may obtain information on outstanding exposure
drafts, including downloading a copy of the exposure draft.
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Standard Setting Body

Web Site

A I C P A A u d itin g Stan dards
B oard (A SB )

w w w .aicpa.org/ m em bers/div/auditstd/d ra fts.h tm

A I C P A A c c o u n tin g
Stan d ard s Executive
C o m m itte e (A cSE C )

w w w .aicp a.org/members/div/ acctstd/edo/index.h tm

F in an cial A c c o u n tin g
Stan d ard s B o ard (FASB)

w w w .rutgers.edu /A ccou ntin g/raw/ fasb/draft/
d ra ftp g .h tm l

P rofessional Ethics
E xecutive C o m m itte e
(PEEC)

w w w .aicpa.org/m em bers/div/ethics/index.htm

Help Desk—The AICPA’s standard-setting committees are
now publishing exposure drafts of proposed professional stan
dards exclusively on the AICPA Web site. The AICPA will no
tify interested parties by e-mail about new exposure drafts. To
be added to the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “ex
posure draft email list” in the subject header field to help
process your submission more efficiently. Include your full
name, mailing address and, if known, your membership and
subscriber number in the message.
New Framework for the Audit Process
The Auditing Standards Board (ASB) is reviewing the auditor’s
consideration of the risk assessment process in the auditing stan
dards, including the necessary understanding of the client’s busi
ness and the relationships among inherent, control, fraud, and
other risks. The ASB has issued an exposure draft on audit docu
mentation and expects to issue a series of exposure drafts in late
2001 and 2002. Some participants in the process expect the final
standards to have an effect on the conduct of audits that has not
been seen since issuance of the “Expectation Gap” standards in
1988.
Some of the more important changes to the standards expected to
be proposed are the following:
• A requirement for a more robust understanding of the en
tity’s business and environment that is more clearly linked
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to the assessment of the risk of material misstatement of
the financial statements. (Among other things, this w ill
improve the auditor’s assessment of inherent risk and elim
inate the “default” to assess inherent risk at the maximum.)
• An increased emphasis on the importance of entity con
trols with clearer guidance on what constitutes a sufficient
knowledge of controls to plan the audit.
• A clarification of how the auditor m ay obtain evidence
about the effectiveness of controls in obtaining an under
standing of controls.
• A clarification of how the auditor plans and performs au
diting procedures differently for higher and lower assessed
risks of material misstatement at the assertion level while
retaining a safety net of procedures.
These changes collectively are intended to improve the guidance
on how the auditor places the audit risk model in operation.
Keep abreast of the status of these projects and projected expo
sure drafts, inasmuch as they w ill substantially affect the audit
process. For additional information, see the AICPA’s Web site at
www.aicpa.org.
Proposed SOP Related to Property, Plant, and Equipment
In June 2001, the Accounting Standards Executive Committee
(AcSEC) of the AICPA issued an exposure draft of a proposed
SOP, C ertain Costs a n d A ctivities R elated to Property, P lant, a n d
E quipm ent, that will address accounting and disclosure issues re
lated to determining which costs related to assets should be capi
talized as improvements and which should be expensed as repairs
and maintenance. The proposed SOP also will address capitaliza
tion of indirect and overhead costs. The proposed SOP is ex
pected to provide guidance on “componentization” of property,
plant, and equipment (PP&E), in which a PP&E asset is sepa
rated into separate components, each of which may have different
useful lives. Each component would be accounted for and depre
ciated or amortized as a separate asset. The proposed standard
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could, if issued as a final SOP, have applicablity to the construc
tion industry and to capital-intensive industries, in general.
AcSEC expects to discuss the comment letters received on this ex
posure draft in the first quarter of 2002.
In general, the SOP uses a “project stage” framework, in which
accounting guidance is provided for each stage in the PP&E pro
ject. The stages would include p relim in a ry (occurring before ac
quisition of specific PP&E is deemed probable), p rea cq u isitio n
(occurring after acquisition of specific PP&E is deemed probable,
but before actual acquisition or construction), acq u isition or co n 
stru ction, and in serv ice (beginning at the time acquisition or con
struction is substantially complete and the PP&E is ready for its
intended use).
The exposure draft contains the following conclusions.
• Except for the cost of options, prelim inary stage costs
would be charged to expense as incurred.
•

Costs related to PP&E incurred during the acquisition-orconstruction stage would be capitalized if the costs are di
rectly identifiable w ith the specific PP&E. D irectly
identifiable costs include only:
— Incremental direct costs of acquiring, constructing, or
installing the PP&E incurred in transactions with inde
pendent third parties for the specific PP&E.
— Certain costs directly related to specified preacquisition
activities performed by the entity for the acquisition,
construction, or installation of the specific PP&E.

•

General and administrative costs and overhead costs would
be charged to expense as incurred. Sim ilar conclusions
would apply to preacquisition-stage costs.

•

Costs related to PP&E that are incurred during the in-ser
vice stage, including costs of normal, recurring, or periodic
repairs and maintenance activities, would be charged to ex
pense as incurred unless the costs are incurred for (1) the
acquisition of additional PP&E or components of PP&E
or (2) the replacement of existing PP&E or components of
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PP&E. Removal costs would be charged to expense as in
curred.
• The costs of planned major maintenance activities are not
a separate PP&E component. Those costs would be capi
talized to the extent they are capitalizable under the
in-service stage guidance of the proposed SOP and repre
sent additions or replacements, and they would otherwise
be charged to expense as incurred.
• A component is a tangible part or portion of PP&E that
(1) can be separately identified as an asset and depreciated
over its own expected useful life and (2) is expected to pro
vide economic benefit for more than one year. If a compo
nent has an expected useful life that differs from the
expected useful life of the PP&E asset to which it relates,
the cost would be accounted for separately and depreciated
or amortized over its expected useful life.
• If an entity replaces a part or portion of a PP&E asset that
has not been previously accounted for as a separate compo
nent, and the replacement meets the definition of a com
ponent, then the entity would capitalize the replacement,
account for it as a separate component going forward, esti
mate the net book value of the replaced item, and charge
the net book value of the replaced item to expense in the
period of replacement.
The proposed SOP would be effective for financial statements is
sued for periods beginning after June 15, 2002.
Proposed SOP Related to Accounting by Certain Entities (Including
Entities With Trade Receivables) That Lend to or Finance the
Activities of Others
This proposed Statement of Position (SOP) applies to any entity
that lends to or finances the activities of others. For example, the
arrangement may be a secured mortgage loan, an unsecured com
mercial loan, or a financing arrangement that only involves ex
tending credit to trade customers resulting in trade receivables.
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Financing activities of all entities are included in the scope of this
SOP.
Consistent with the approach taken in the AICPA Audit and Ac
counting Guide Audits o f F inance C om panies, such financing ac
tivities will remain subject to the provisions they were subject to
under that Guide, as modified by this SOP This SOP provides
specific guidance for other types of transactions, such as securities
purchases, for certain financial institutions listed in the scope
paragraphs of the SOP To the extent an entity is not considered
such a financial institution as described in those paragraphs, the
other guidance provided is not applicable. In other words, only
the guidance in this SOP related to the financing and lending ac
tivities is applicable to entities not considered to be financial in
stitutions.

AICPA Resource Central
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your construction en
gagements.
• Audit Risk Alert general A udit Risk A lert—2001/02 (prod
uct no. 022280kk)
• Audit Guide A uditing D eriva tive Instrum ents, H edgin g Ac
tiv ities, a n d In v estm en ts in S ecu rities (product no.
012520kk)
•

Use o f R eal Estate A ppraisal In form ation 1997 (product no.
013159kk)

• Audit Guide A uditing R evenue in C ertain Industries (prod
uct no. 012510kk)
• Audit Guide A udit S am plin g (product no. 012530kk)
• Audit Guide A nalytical P rocedures (product no. 012551kk)
•

Practice Aid A uditing Estimates a n d O ther S oft A ccou n tin g
In form ation (product no. 010010kk)
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• A cco u n tin g Trends & T echniques— 2001 (product no.
009893kk)
•

Practice Aid P rep a rin g a n d R ep o rtin g on C ash- a n d TaxBasis F in a n cial Statem ents (product no. 006701 kk)

• Practice Aid (New!), Assets A cquired in a Business C om bina
tion to B e U sed in R esearch a n d D evelo p m en t A ctivities: A
F ocus on S oftw are, E lectronic D evices, a n d P h a rm a ceu tica l
Industries
•

Practice Aid C on sid erin g F raud in a F in a n cia l S ta tem en t
A udit: P ra ctica l G uidance f o r A pplying SAS No. 82 (product
no. 008883kk)

Audit and Accounting Manual
The A udit a n d A ccou n tin g M a n u a l (product no. 005131 kk) is a
valuable nonauthoritative practice tool designed to provide assis
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs; auditors’ reports; checklists; and engagement let
ters, management representation letters, and confirmation letters.
CD-ROM
The AICPA is currently offering a CD -RO M product titled
reS ource: AICPA’s A ccou n tin g a n d A u d itin g L iterature. This CDROM enables subscription access to the following AICPA Profes
sional Literature products in a W indows format: AICPA
P rofessional Standards, T echnical P ra ctice Aids, and A udit a n d Ac
co u n tin g G uides (available for purchase as a set that includes all
Guides and the related Audit Risk Alerts, or as individual publi
cations). This dynamic product allows you to purchase the spe
cific titles you need and includes hypertext links to references
within and between all products.
Education Courses
The AICPA has developed a number of continuing professional
education (CPE) general and specific courses that are valuable to
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CPAs working in the construction industry. Those courses in
clude:
• AICPA's A nnual A ccou n tin g a n d A uditing Workshop (20002001 edition) (product no. 737061kk (text) and
187078kk (video)). W hether you are in industry or public
practice, this course keeps you current and informed, and
shows you how to apply the most recent standards.
• SFAS 133: D eriva tive a n d H edge A ccou n tin g (product no.
735180kk). This course helps you understand GAAP for
derivatives and hedging activities. Also, you will learn how
to identify effective and ineffective hedges.
• I n d e p en d e n ce (product no. 739035kk). This interactive
CD-ROM course explains the AICPA rules (including the
new ly issued SECPS independence requirem ents) and
SEC regulations on independence, including side-by-side
comparisons of the AICPA and SEC rules.
•

SEC R ep ortin g (product no. 736745kk). This course w ill
help the practicing CPA and corporate financial officer
learn to apply SEC reporting requirements. It clarifies the
more important and difficult disclosure requirements.

A course that might provide more specific appeal to CPAs work
ing in the construction industry is C onstruction C ontractors: Ac
co u n tin g, A uditing, a n d Tax (product no. 736423kk; video
format, product no. 186317kk).
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An
annual fee ($ 95 for members and $295 for nonmembers) w ill
offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today for infobytes at
cpa2biz.com.
CPE CD-ROM
T he P r a ctitio n e r ’s U pdate (product no. 73811 0 kk) C D -RO M
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses prim arily on new pronounce
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ments that w ill become effective during the upcom ing audit
cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac
tivities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.
Technical Hotline and Ethics Hotline
Do you have a complex technical question about GAAP, other
comprehensive basis of accounting, accounting, auditing, compi
lation engagements, review engagements, or other technical mat
ters? If so, you m ay use the AICPA’s Accounting and A uditing
Technical Hotline. AICPA staff will research your question and
call you back with an answer. You can reach the Technical Hot
line at (888) 777-7077.
In addition to the Technical Hotline, the AICPA also offers an
Ethics H otline. Members of the AICPA’s Professional Ethics
Team answer inquiries concerning independence and other be
havioral issues related to the application of the AICPA Code of
Professional Conduct. You can reach the Ethics Hotline at (888)
777-7077.
Conference
Among the many conferences the AICPA offers, there is one that
m ight interest you and your construction industry clients. The
“AICPA National Construction Industry Conference,” held late
each fall, presents a comprehensive program revealing latest
trends and developments in the construction industry. The con
ference offers a national perspective and addresses the newest
trends in conducting business, among other topics.
For additional information, go to cpa2biz.com.
Web Sites
Look for additional helpful Web sites in Appendix A of this alert.
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AICPA Online
AICPA Online, at aicpa.org, offers CPAs the unique opportunity
to stay abreast of matters relevant to the CPA profession. AICPA
Online informs you of developments in the accounting and au
diting world as well as developments in congressional and politi
cal affairs affecting CPAs. In addition, AICPA O nline offers
inform ation about AICPA products and services, career re
sources, and online publications.
CPA2Biz
This new entity is the product of an independently incorporated
joint venture between the AICPA and state societies. CPA2Biz
(www.cpa2biz.com) currently offers a broad array of traditional
and new products, services, com m unities, and capabilities so
CPAs can better serve their clients and employers. Some features
CPA2Biz provides or will provide include:
•

Online access to AICPA and other professional products,
including authoritative and nonauthoritative literature,
training, and tools.

•

Online CPE.

• Web site development and hosting.
• A wide assortment of business solutions that CPAs can
offer to their small business clients. These solutions are a
comprehensive aggregation of “best of breed” software
products combined with the training, tools, and support
CPAs need to successfully expand their practices into the
following areas: outsourced payroll and human resources
benefits administration and e-commerce.
•

Hosed wireless messaging.

•

Customer relationship management.
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This Audit Risk Alert replaces C onstruction C ontractors In du stry
D evelopm ents—2000/01. C onstruction C ontractors Industry D evel
opm ents is published annually. As you encounter audit or industry
issues that you believe warrant discussion in next year’s Alert,
please feel free to share them with us. Any other comments that
you have about the Alert would also be appreciated. You may email these comments to lgivarz@aicpa.org or write to:
Leslye Givarz, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

The Internet— An Auditor’s Research Tool
Here are some useful Web sites that may provide valuable infor
mation as you plan your client engagements.
General Web Sites o f Interest
Name o f Site

Content

Internet Address

A m e ric a n In stitu te o f
CPAs

S u m m aries o f recen t a u 
d itin g an d o th e r p rofes
sional stan dards as w e ll as
o th e r A I C P A activities

w w w .aicp a.org

Fin an cial A c c o u n tin g
Stan d ard s B oard

S u m m aries o f recen t ac
co u n tin g p ro n o u n cem en ts
an d o th e r F A SB activities

w w w .fasb .o rg

T h e E lectron ic
A c c o u n ta n t

W o rld W id e W e b m aga
zine th a t features u p -to th e -m in u te new s fo r
accou n tan ts

A u d itN e t

E lectron ic c o m m u n ica 
tion s a m o n g a u d it p ro fes
sionals

w w w .cow an.edu .au/
m ra/ h om e.h tm

L inks to o th e r W e b sites
o f in terest to C P A s

w w w .cpalin ks.com /

C P A net

w w w .electro n ica cco u n ta n t.c o m

Resources fo r accoun tan ts
an d fin an cial an d business
professionals

w w w .co m p u tercp a .co m

D o u b le E ntries

A w e e k ly n ew sletter o n ac
co u n tin g a n d au d itin g
a ro u n d th e w o rld

w w w .csu.edu.au/lists.an
et/ADBLE-L/
in d ex .h tm l

U .S . Tax C o d e O n lin e

A co m p lete text o f the
U .S . Tax C o d e

w w w .fou rm ila b .ch / usta
x/ustax.htm l

Federal R eserve B an k o f
N ew Y ork

K e y in terest rates

w w w .ny.frb.org/
pihom e/statistics/dlyrat
es

A cco u n ta n t's H o m e Page
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C yb erso lve

O n lin e fin an cial calcu la
tors, such as ra tio an d
breakeven analysis

w w w .cyb ersolve.com / to o
ls l.h tm l

F ed W o rld . G o v

U .S . D e p a rtm e n t o f
C o m m erce-sp o n so red
site p ro vid in g access to
g o vern m en t p u b licatio n s

w w w .fe d w o rld .c o m

H oovers O n lin e

O n lin e in fo rm a tio n on
variou s com p an ies and
ind ustries

w w w .h o o vers.co m

A s k Jeeves

Search engine th a t uses a
u se r-frie n d ly qu estio n
fo rm a t; p ro vid es sim u l
taneou s search results
fro m o th e r search en 
gines as w ell (for exam 
ple, Excite, Y ahoo,
A ltaV ista)

w w w .askjeeves.com

V isio n P roject

In fo rm a tio n o n th e p ro 
fession's V isio n p ro ject

w w w .cp avision .org / h orizon

In tern et B u lletin fo r
CPAs

C P A to o l fo r In tern et
sites, discussion groups,
an d o th e r resources fo r
CPAs

w w w .k en tis.co m / ib .h tm l

G o v e rn m e n ta l A c c o u n t
in g Stan d ard s B oard

Su m m aries o f recen t ac
co u n tin g p ro n o u n c e 
m en ts and o th e r G A S B
activities

w w w .gasb.org

In addition to these Web sites, be sure to review those listed in the
“On the Horizon” section of this Alert.
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APPENDIX B

Listing o f Construction Cost Indexes
The construction industry publishes a great deal of information
about the cost of materials and labor. You may find this informa
tion helpful, for example, to:
•

Perform analytical procedures related to job cost or prof
itability

• Test the client’s estimated costs to complete
•

Identify unusual financial statement relationships or other
anomalies that require further audit attention

The following is a list of entities that publish the more popular
construction costs indexes, some of which m ay be available on
the Internet. This list originally appeared in the M ay 27, 2000,
issue of E n gin eerin g N ews R ecord. For a more detailed discussion
of these indexes, please refer to the originally published article.
The Austin Company, Cleveland
E.H. Boeckh Company, Milwaukee
Bureau of Reclamation, Denver
Chemical Engineering magazine
Factory M utual Engineering, Norwood, Massachusetts
Fru-Con Corporation, Ballwin, Missouri
Handy W hitm an, Baltimore
Marshall and Swift, Los Angeles
R.S. Means Company, Inc., Kingston, Massachusetts
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Nelson-Farrar Refinery Cost Index, Tulsa, Oklahoma
Smith, Hinchman & Grylls, Inc., Detroit
Turner Construction Company, Inc., New York
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